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I. PARAGUAY: KEY ECONOMIC INDICATORS 


Percent 
—__1987__ Change 


Exchange Rate 


Official Export Rate (Guaranies/US$) 
Average Market Rate (Guaranies/US$) 


Income, Production, Employment 


GDP at Current Prices/2/3/ 1,751,648 2,387,496 3,246,995 
GDP at Constant 1982 Prices/2/3/ 733,428 755 ,430 785 ,647 
Per Capita GDP/1982 Prices (Guaranies) 203,730 203, 730 205 , 767 
Minimum Wage (Guaranies/month) 72,090 103 ,000 130,000 
Labor Force (Thousands) 1,217 1,257 1,298.5 
Unemployment Rate (nationwide)/2/ 11.0 11.6 10.8 
Underemployment Rate (nationwide)/2/ 20.7 22.9 20.4 
Consolidated Public Sector Deficit Te 7.0 toe 
as a percent of GDP /5/ 


Money and Prices 


Money Supply (M1)/2/3/ 173,131 257,923 
Consumer Price Index (1982)/6/ 171.6 228.8 


External Accounts (in U.S.$) 


Merchandise Exports (fob)/2/4/ 316.0 379.8 
Merchandise Imports (cif)/2/ 578.0 620.0 
Exports to the U.S., % Share (fob)/2/ 9.8 6.3 
Imports from the U.S., % Share (cif)/7/ 8.6 8.0 
Merchandise Trade Balance /2/ -262.0 -240.2 
Current Account Balance/2/ -350.0 -320.0 
Balance of Payments/2/ -220.0 -240.0 
External Debt (Public), year-end 1,966.0 2,042.0 
Debt Service Paid/2/ 214.7 299.7 
Debt Service Paid as a % of Exports/2/ 67.9 78.7 
Foreign Exchange Reserves, year-end/2/ 364.8 405.1 


/1/ Projected 
/2/ Estimated 
/3/ Millions of guaranies 


/4/ Embassy export estimates are derived from registered exports based on volume and 
international price, and not on lower government fixed dollar prices for exports. 
/5/ Includes deficit financed through the preferential exchange rate system. 
Embassy estimates based on Central Bank and Fetraban price data. 
Based on Paraguay Central Bank data (note: A large percentage of U.S. exports to 


Paraguay are destined for third countries and therefore not incorporated in 
local import accounts). 





BACKGROUND 


During the heavy construction phase of the Itaipu hydroelectric 
dam (1976-81), the Paraguayan economy experienced the fastest 
growth in South America (8 percent real growth per year). 
Beginning in 1982, internal and external factors combined to 
sharply reduce this growth, creating periods of recession (1982- 
1983, 1986) and modest recoveries (1984-85, 1987-88). In addition 
to reduced economic growth, the relative downturn has resulted in 
abnormally high inflation rates, declining living standards, a 
flattening of investment, a deterioration in the balance of 
payments and large increments in external indebtedness. 


Despite the relative decline in Paraguay’s economic fortunes, the 
Paraguayan economy demonstrated its resiliency during the past 2 
years, recovering from a devastating drought in 1986. Led by a 
bullish agricultural sector that remains on a long-term growth 
path, the picture has brightened considerably. Nonetheless, the 
ability of the economy to sustain its growth above current levels 
is linked to economic policies that have been noticeably absent 
since 1982. Streamlining the cumbersome public sector apparatus 
would go far to spur economic development, as would the 
elimination of a number of exchange rate and fiscal disincentives 
to private sector activity. Assuming positive economic reforms 
are adopted, Paraguay’s long-term growth potential is exceptional. 


PRODUCTION 


In 1987, the Paraguayan economy recovered from the previous year’s 
recession. Near perfect weather and a strengthening of 
international prices for key export crops provided the impetus for 
the recovery. The predominant factors benefiting the agricultural 
and export sectors were a 33 percent jump in output and improved 
international prices for soybeans. This crop accounted for 20 
percent of total agricultural production and 36 percent of total 
export revenues. In addition, a 30 percent rise in international 
cotton prices allowed cotton exports to exceed 1986 levels despite 
a 19 percent drop in production. The growth in cotton and soybean 
exports led to a 20 percent rise in total exports. Other crops 
such as sugar, corn, wheat, and rice also registered solid 
production gains and contributed to the recovery. The multiplier 
effect of agricultural expansion benefited industry, 
transportation and finance, and produced modest real growth of the 


gross domestic product (GDP) of 3 percent, although per capita GDP 
registered no change. 


All GDP indicators for 1988 point to a continuation of the 
economic recovery, with the agricultural sector again propelling 
the economy. Good weather conditions in late 1987, and heavy 
plantings for both cotton and soybeans, should ensure excellent 
crop yields. However, initial projections for the soybeans 
harvest of 1.5 million metric tons proved optimistic in the wake 
of crop damage caused by a short but severe drought in key growing 
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areas in February-March 1988. Nevertheless, soybean output was 
still 10-12 percent above 1987 levels, and exports benefited from 
a 22 percent increase in world prices. Moreover, a doubling of 
cotton production to a record 500,000 metric tons was a major 
factor contributing to what the Embassy estimates will be a 9.4 
percent increase in agricultural production and 30 percent growth 
in total exports. The February-March drought, early winter 
chills, and the displacement of subsistence crop plantings to 
allow for the huge cotton crop, induced declines in corn, mandioca 
and sugar production, and dampened what was expected to be a 
stronger agricultural recovery. The Embassy envisions that the 
agricultural expansion will trigger positive growth of 4-5 percent 
for transportation and communications, commerce, finance, and 
manufacturing. The important beef industry, however, had a 
disappointing season, as did the lumber industry. In total, real 
GDP growth for 1988 should be 4 percent, with a modest 1 percent 
rise in per capita GDP. 


ECONOMIC REFORM 


While the 1987-88 recovery has fueled some optimism, there is 
still concern about the absence of needed short- and medium-term 
economic reform measures. On July 4, 1988, the National Economic 
Policy Council announced some corrective measures. The measures 
called for the devaluation of the official exchange rate (from 320 
guaranies per dollar to 400 guaranies per dollar) for public 


sector imports and external debt payments, and eliminated several 
special exchange rates of 126 and 240 guaranies per dollar used by 
state-owned industries for the repayment of certain foreign 

loans. To finance the higher costs to the public sector of the 
new exchange rate terms, water and telephone/telegraph rates were 
raised by 10 and 15 percent respectively. Electricity rates will 
also be raised by a total of 63 percent, gradually implemented 
over the coming year. Similarly, cement prices for the state-run 
industry were increased by 26.5 percent. In conjunction with the 
above package, commercial bank loan and deposit rates were raised, 
narrowing the negative gap between existing rates and inflation. 
The implementation of these reform measures was a long awaited 
step in the right direction, particularly the changes in the 
exchange rates which simplified the system. However, the gap 
between the new import/external debt repayment rate (400 guaranies 
per dollar) and the existing real market rate (above 900 guaranies 
per dollar) remains large. This has resulted in significant 
central bank subsidies to the public sector (more than 50 cents on 
the U.S. dollar), and unnecessary central bank foreign exchange 
reserve losses continue. Also, the failure of the government to 
provide a more realistic exchange rate for exports is a serious 
shortcoming. Above all, the measures fail to address the fiscal, 
monetary and even exchange rate distortions that are at the heart 
of Paraguay’s economic difficulties. 





INFLATION 


One of the characteristics of the post-1982 period has been the 
rise in inflation above the modest 10 percent annual rates that 
prevailed during the previous two decades. Since 1985, consumer 
prices have increased an average of 30 percent per year. The 
higher inflation is linked to the deterioration in Paraguay’s 
public finances. Attempts to finance the chronic fiscal deficits 
by resorting to money supply expansion and borrowing from the 
Central Bank have produced strong demand-pull pressures on 
consumer prices. Similarly, government attempts to finance 
devaluations in the official exchange rate regimen have required 
large upward adjustments in public sector service prices 
(electricity, petroleum products, telephone, and water) which have 
also propelled cost-push effects on price levels. 


Inflation in the first half of 1987, fueled by government decreed 
increases in utility rates and petroleum prices coupled with a 
35.5 percent expansion in money supply (M1), hit record annual 
levels of nearly 45 percent. A relative tightening of credit 
levels as a consequence of cyclical factors in the second half of 
the year managed to contain the growth in prices. For the full 
year 1987, the consumer price increase settled at 33.3 percent. 
Despite continued rapid credit growth in 1988, inflation should 
still be lower than in 1987. This is due to the relative strength 
of Paraguay’s currency vis-a-vis those of key trading partners, 


particularly Brazil and Argentina, which has ensured stable, and 
in many cases, declining import prices on a variety of consumer 
products. However, utility price hikes in July 1988 should 
accelerate inflation in the second half of the year. While 
Paraguay’s recent price increases are high compared to its 
traditionally low inflation, these increases are significantly 
below those of neighboring Brazil and Argentina. 


WAGES 


The monthly minumum wage in Paraguay is fixed by government 
decree, and by law, must be reviewed if consumer price increases 
exceed 10 percent. During the past 5 years, the government has 
increasingly used periodic double-digit nominal wage increases to 
compensate workers for the erosion of wages by inflation. In 
1987, for example, two nominal wage increases were implemented, 
totaling 42 percent. Several estimates suggest, however, that 
inflation has outpaced average wage hikes, and that during 
1982-87, real wages fell by a third. This phenomenon is 
attributed to the fact that only one quarter of Paraguay’s labor 
force benefits from the minimum wage standard. On the bright 
side, the rapid drop in consumer purchasing power appears to have 
abated, beginning in the second half of 1987. A contributing 
factor to the turnaround is the upswing in wholesale prices paid 
to producers for export-oriented agricultural production (soybeans 
and cotton), resulting in significant increases in income levels 
of rural dwellers. In 1988, this phenomenon has been particularly 
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pronounced for small landholders and migrant workers, who have 
benefited enormously from the record cotton harvest. The improved 
economic conditions in the countryside have compensated for the 
continued sluggishness in urban wage levels and promise a modest 
rise in aggregate average real wages in 1988. 


UNEMPLOYMENT 


Reliable unemployment statistics for Paraguay are unavailable 
except possibly for Asuncion and environs. An Embassy survey 
indicates that rapid labor force growth and the economic slowdown 
in the post-Itaipu period have contributed to increasing hard core 
unemployment, from a remarkably low 4 percent in 1981 to 12 
percent through 1987. Similarly, underemployment has also 


increased, if at a less rapid pace, from 16 percent in 1981 to 23 
percent in 1987. 


Recent indicators point to an improvement in the employment 
picture. The dramatic increase in demand for rural workers for 
the 1°88 cotton/soybean harvests sharply increased labor 
utilization rates. The Embassy projects a decline in hard core 
unemployment from 12 percent in 1987 to 11 percent in 1988. 


Similarly, underemployment should dip to 20 percent of the active 
labor force. 


Despite the negative labor market trends in Paraguay from 1982 


through 1987, the country’s employment situation is among the best 
in the region. 


INVESTMENT 


The sluggishness of the Paraguayan economy in the past 5-6 years 
has been reflected in significant declines in investment levels. 
During 1982-86, real capital formation as a percent of GDP 
declined from an estimated 35 to 20 percent. Paraguay’s low 
savings rate, as well as the scarcity of international private 
capital, has limited private sector investment prospects. The 
Paraguayan economy has been increasingly dependent on multilateral 
bank-financed projects under public sector auspices. The slowing 
of long-term development credits beginning in 1984 has also 
contributed to the decline in total investment. The increase of 
construction work on the Yacyreta hydroelectric dam with Argentina 
is a bright spot in an otherwise cloudy investment climate. 
However, the future of Yacyreta is also uncertain, as Argentina’s 
fiscal crisis could force a reduction in project funds. Assuming 
Yacyreta continues more or less on schedule, Paraguayan firms are 


expected to net $150-200 million in project contracts in the next 
4 years. 


Apart from Yacyreta and several recently approved development bank 
loans for expansion of electricity and water services, there are 
few major investment initiatives. Particularly absent are private 
domestic and foreign investment initiatives, although 





-J~= 


there is evidence of new business ventures in cattle and grain 
production. 


Paraguay’s investment legislation is liberal, and foreign firms 
are welcomed and can benefit from a number of promotion 
incentives. A significant increase in investment, however, is 
dependent on the implementation of policy reforms, particularly 
exchange rate policies that will provide incentives for 


investments in export-oriented industries such as agribusiness and 
textiles. 


FISCAL 


Paraguay’s public finances weakened considerably during the past 
5-6 years and today represent a major economic policy deficiency. 
A sharp decline in public sector revenues beginning in 1982, 
combined with an acceleration in fiscal expenditures for large 
public sector projects, has led to the large chronic fiscal 
deficits. In an effort to mitigate the strong inflationary 
pressures inherent in the deficit, the government resorted to 
providing highly preferential exchange rates for public sector 
imports and external debt payments. These subsidies (central bank 
reserve losses), if accounted for, would balloon the fiscal 
deficit from 4 percent of GDP to above 7 percent of GDP. The July 
government-decreed 25 percent devaluation in the official exchange 
rate and the concommitant utility rate hikes are expected to 
reduce the level of subsidies in the second half of 1988. 
Similarly, budget cuts and increases in revenues, such as those 
derived from foreign trade, should marginally improve the fiscal 
accounts. However, the existing subsidies, at several hundred 
million dollars per year, is unsustainable in the medium term (3-5 
years). Adopting needed revenue measures to ensure that the 
nonfinancial public sector pays its way is a necessary short-term 
measure. For the medium term, reduction of the size of the public 
sector remains the best guarantee to sustain economic growth. 


BANKING 


The rise in inflation during the past several years has 
exacerbated the problems faced by the banking system. The 
principal obstacle to financial intermediation has been the 
existence of an unrealistic interest rate structure caused by 
ceilings on nominal loan and deposit rates. The economic measures 
promulgated on July 4 contain new interest rate adjustments that 
improve, if modestly, the rules of the game. The new interest 
rate structure provides increases in commercial bank lending rates 
from a maximum of 17 percent to a maximum of 28 percent. Also, 
the ceiling on finance company loans increased from 33 to 35 
percent. On the deposit side, rates increased from a maximum rate 
of 11 to 14 percent (minus commissions). 


While the new measures fail to eliminate completely the existence 
of negative real interest rates in the banking system, with a 
12-month rate of inflation (ending July 1, 1988) of 26.5 percent, 
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the new loan rates provide for marginally positive spreads. On 
the other hand, the prevalence of highly negative deposit rates 
continues to represent a threat to the banking system’s deposit 
base. Ultimately, the adoption of market determined interest 
rates remains an essential ingredient for the efficient allocation 
of financial resources to productive sectors of the economy. Also 
required are a reduction in the reserve requirement and 
elimination of a 1.7 percent financial transactions tax. 


In 1987, the performance of Paraguay’s banking system was mixed. 
The economic expansion, particularly increases in agricultural and 
export activity, injected life into the banking sector. In terms 
of loans, however, and in spite of significant quantities of 
officially backed rediscount credits, banks’ lending portfolios 
expanded in nominal terms by 27.1 percent, representing a 6.3 
percent real decline. Similarly, commercial bank deposits 
increased by 26.6 percent, representing a 6.7 percent real decline 
in bank deposits. Finally, on the positive side, was the 40 
percent nominal expansion in deposit levels at savings and loans 
institutions, which grew 6.7 percent in real terms. 


BALANCE OF PAYMENTS 


During 1975-81, Paraguay consistently maintained 
balance-of-payments surpluses, while sustaining deficits in its 
trade and current accounts. The surpluses were made possible by 
the large capital inflows derived from the construction of the 
Itaipu hydroelectric dam in partnership with Brazil. With the 
conclusion of the heavy construction phase of Itaipy in 1982, 
Paraguay began suffering severe balance-of-payments problems. 
These problems were compounded by sharp drops in multilateral and 
private bank lending. Other factors adversely impacting on the 
balance of payments were declines in Paraguay’s terms of trade and 
the effect of bad weather conditions on export crops (1983 and 
1986). The failure to maintain market exchange rate incentives 
for exports represented the chief policy factor hampering export 
activity. In 1987-88 improved export-oriented agricultural 
production and higher export prices brightened the 
balance-of-payments picture. 


MERCHANDISE TRADE 


Favorable weather and international prices greatly boosted the 
agricultural-led export sector in 1987, following the disastrous 
drought-related 1986 performance. The December 1986 exchange rate 
devaluation of the export rate, from 320 to 550 guaranies per 
dollar, also improved export performance. In 1987, soybean 
exports were exceptional, with a 41 percent jump in export volume 
to 850,000 metric tons, and a 23.1 percent increase in value. A 
strong rebound in international cotton prices also led to a 17.5 
percent rise in cotton fiber exports despite a nearly 20 percent 
plunge in production. As the backbone of Paraguay’s exports, 
these two commodities ensured a robust expansion in 1987 export 
totals, to $379.8 million, up 20.2 percent. 
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A stronger expansion is projected for 1988, led by a record cotton 
harvest exceeding 500,00 metric tons. Cotton lint export revenues 
are projected to boom to $197 million, representing a 127 percent 
jump over 1987 levels. Soybean exports, buoyed by a 20 percent 
rise in international prices and a small increase in volume, 
should increase by about 24 percent. The Embassy projects total 
1988 registered exports to expand by 30 percent and reach a record 
of nearly $500 million. 


Despite the impressive export recovery, high import levels in the 
$600 million range point to continued large deficits in both the 
trade and current accounts. These deficits are worsened by a weak 
capital account balance that will probably generate central bank 
net reserve losses in 1988. 


EXTERNAL DEBT 


During 1981-87, Paraguay’s disbursed public and private debt 
increased from $1 billion to $2 billion. During the same period, 
annual external debt service obligations jumped from $109 million 
to $300 million. In 1987, Paraguay’s debt service included $180 
million paid on principal and $120 million in interest. 

Paraguay’s debt service payments as a percentage of total 1987 
registered exports stood at 78.7 percent. Debt service payments 
are projected to climb to $341 million in 1988, although the debt 
service to export ratio should drop to 69 percent. The heavier 
debt burden has not prevented Paraguay from servicing the debt and 
avoiding across-the-board rescheduling agreements with its 
international creditors. The government has conducted ad hoc 
rescheduling agreements with some of its private creditors and is 
attempting a major rescheduling agreement with its largest 
bilateral creditor, Brazil. Nonetheless, the heavy debt burden 
continues to strain central bank foreign exchange reserves and has 
forced Paraguay into arrears estimated at $150 million. 


Of the $2 billion in total registered external debt, approximately 
39 percent is held by the central government and the other 61 
percent is owed by public sector enterprises. The largest debtors 
are: 1) the National Steel Company (ACEPAR) with $325 million, or 
16.4 of the total debt; 2) the National Electric Company (ANDE) 
with $252 million, or 12.5 percent of total debt; and 3) the 
National Cement Company (INC) with $216 million, or 10 percent of 
total debt. 


Among Paraguay’s principal multilateral creditors are the 
Inter-American Development Bank ($450 million) and the World Bank 
group ($410 million). Of the bilateral creditors, Brazil is the 
largest lender, with a credit balance of $400 million, and France 
is second with $200 million. By contrast, Paraguay’s debt to the 
United States is only $50 million. 


U.S. creditors should take warning that recent Paraguayan judicial 
decisions (subject to appeal) questioning the concept of repayment 
of loans in foreign exchange applicable to external debt 
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obligations between international private banks and Paraguayan 
private firms could result in major losses for international 
creditors here. This factor places in doubt the viability of all 
loans that are not guaranteed by the Paraguayan Government. 


COMMERCIAL IMPLICATIONS FOR THE UNITED STATES 


U.S. exports to Paraguay increased sharply during the past several 
years, from $37 million in 1983 to $183 million in 1987. A large 
portion of U.S. exports to Paraguay are "in-transit" to Brazil and 
Argentina. This fact should alert U.S. business firms that 
Paraguay is a much larger market for U.S. products than the size 
of its economy would suggest. Moreover, the lower U.S. dollar 
should continue to provide opportunities for the United States to 
increase exports to Paraguay. The Paraguayan market for 
agricultural machinery and spare parts, electronics, and 
automobiles, areas which the Japanese and the Europeans made 
significant inroads during the early part of the decade, should 
now begin to move in our favor and further increase our market 
share. Brazil and Argentina are likely to remain strong 
competitors for durable and nondurable goods due to competitive 
pricing and geographic proximity. 


Areas which offer promising opportunities for U.S. exporters 
include drugs and pharmaceuticals, synthetic textile fabrics, 
cosmetics, agricultural machinery, security equipment, and 
computers, peripherals, and business equipment. 


Major projects with potential for U.S. business are: 


1. The expansion of Asuncion’s water supply system, which received 


$50 million in credits from the Inter-American Development Bank in 
June 1988. 


2. An electric transmission line project, for which the 


Inter-American Development Bank approved $20 million in credits in 
February 1988. 


3. A number of road construction projects, which U.S. firms have 


excellent prospects despite their absence from the market in 
recent years. 


4. The large Yacyreta Paraguayan-Argentine hydroelectric project, 
which has been under construction since late 1983. While 
construction activity has been slow, work since 1987 has been 
progressing at a faster pace. The estimated toal cost of this 
project is $6 billion. 
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